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AN OVERVIEW
OF

HEALTH MAINTENANCE ORGANIZATIONS
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To: Tribal Health Delivery Systems
Dept. of Health &: Human Services
LaJolla, Galifornia
May 16 - 18, 1989
By: Sheila Lea therman
Vice President,
Research &:Dcvelopment
United HealthCare Corporation
Minneapolis, Minnesota

OBJECTIVE

Comprehensive Care
Total Services
Complete Network
1st $ or Co-pay

Managed Care

Open Access or
Gatekeeper

Open or Restricted Network
Physicians
Hospitals
Others (ex. Mid-wives)

CONSIDERATIONS

1.

Buyer Perspective

2.

Establish Objectives

3.

Criteria for Evaluation

HMO VULNERABILITIES

- Fast Growth

- Diversifications

- Financial Stability

- Political Volatility

HMO STRENGTHS

•

Health Care Delivery System

•

Managed Care Potential

•

Quality Measurement Possible

•

Quality Assurance Possible

•

"Comprehensive" Care

RISK MANAGEMENT

•

Individual Case

•

Problem Trends

•

Underuse/Overuse

UTILIZATION MANAGEMENT

•

Authorization

•

Concurrent Review

•

Case Management

QUALITY ASSURANCE

•

Clinical Studies

•

Problem Focused

•

Monitoring

•

Patient Satisfaction

. r ",
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COMMON ELEMENTS

REGULATED

MANAGEMENT STRUCTURE

DEFINED BENEFITS

DEFINED PRODUCTS

PROVIDER NETWORK

MANAGED CARE SYSTEMS

United HealthCare Corporation

CONTACT:

Noreen Suntrup, Director
Corporate Public Relations
(612) 936-1125

SHEILA LEATHERMAN TO .JOIN UNITED IlEALTRCARE
AS VICE PRESIDENT OF RESEARCH AND DEVELOPKENT

MINNEAPOLIS, November 18 -- United HealthCare Corporation (United)
announced today that Sheila Leatherman, a nationally recognized expert in
quality and cost-effectiveness, will join United as vice president to head
the company's newly organized Research and Development Department.

Her

appointment is effective December 1.
Under Ms. Leatherman, the department will design and conduct research
using new methodogies for measuring the quality and cost-effectiveness of
health care.

Using cost and treatment data generated by United's large

national network of HMOs, PPOs and managed health care specialty
businesses, the new Research and Development Department will identify
linkages, and applications for them. between health outcomes and resource
management.
"We are delighted to have Sheila Leatherman join United HealthCare,"
said Executive Vice President and Chief Administrative Officer Roger G.
Vheeler.

"Ms. Leatherman has achieved national stature in the health care

industry through her accomplishments as a manager, researcher and
consultant.

Her knowledge and leadership ability will be invaluable

assets to our own organization."
(more)

Corporate Public Relations
9!KXl Bren Road East
P.O. Box 1459
Minneapolis. Minnesota 5544O-8OOl
(612) 936-3693
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achieve projected enrollment. With
increasing competition among
HMOs, many are substantially in
creasing their advertising budgets.
• the space required to house the HMO
staff and services and the related
occupancy expenses of telephone,
maintenance, utilities, and furniture.
• the expenses for management infor
mation system services, such as hard
ware, software, maintenance, and
shared service fees.
• the expenses for travel. ofticc su~
plies. and other misceHaneous ex
penses.
Otlln ~~~tun

Other expenses are determined by the
financing arrangements and preopera
tional development costs. The interest
rate and timing of repayment of borrowed
capital affect the interest expense. Preo~
erational costs are typically amortized
over 60 months.

Re,enue
The HMO's principal revenue source ii
the premium charged to its members. The
premium must cover the costs of deliver
ing services to members, administering
the HMO, and capital expenditures. It
must also contribute to reserves and profit
and be price competitive in the market
place. The rapid development of HMOs

The rapid development ofHMOs and
their increasing number in every
significant market is resulting in
intense price competition.

and their increasing number in every sig
nificant market is resulting in intense
price competition. Since most HMOs
offer similar benefits-and it is difficult
to objectively differentiate between the
quality of health delivery networks
price competition among HMOs is
increasing. Additionally, competition
with other traditional insurers continues
to be intense.
The HMO's task is to establish a ~
mium level that is competitive in the
marketplace. Provided this premium level
covers variable costs, the lower the premi
um, the smaller its contribution to fixed
costs, making it necessary to increase
enrollment and capital investment to
break even. There are price and volume
considerations as well. If the premium is
competitively priced or slightly lower,
enrollment could grow at a faster rate
than projected. Even though the contribu
tion to fixed costs per member is less, the
total contribution is greater, thereby
reducing capital requirements.
An often overlooked potential source of
revenue is the possibility that the HMO
may be able to recover funds frQl1l insur
ers when members are covered by both
the HMO and another carrier. Double
coverage situations arise when both the
husband and wife in a family work and
each has health benefits coverage through
their work. Recovery in double coverage
situations generally ranges from 2 percent
to 5 percent of health services costs.
Finally, most HMOs should be able to
invest idle cash and capital available but
not yet needed, producing another reve
nue source. While not large in relation to
premiums. it should be considered in the
assessment of feasibility and the financial
plan.
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THE FINANCIAL PLAN:
DETERMINATION OF FINANCIAL
FEASIBILITY

The final determination of financial
feasibility is derived from a detailed
financial plan for the HMO. This pia.
incorporates projected enrollment, reve
nues. expenses. and predevelopment capi
talized costa. The financial plan should be
developed on at least a quarterly basis and
should include a statement of income, a
balance sheet, and a cash flow statement.
The time period covered by the financial
plan should extend at least one year
beyond the period in which the HMO's
revenue equals or exceeds its expenses
the break-even point.
Table 4-1 illustrates an abbreviated
example of the statement of income for a

financial plan based on the following
assumptions:
• Planned enrollment is 1,000 the first
month increasing 1,000 per month
thereafter.
• A competitive premium rate pro
duces a premium yield per member
per month of $60.
• Coordination of benefits collections
are estimated to be 2 percent of
health services expenses.
• Institutional expenses for hospital
stays, emergency room use, and out
patient surgery facility charges are
estimated to be $23 per member per
month.
• Physician expenses for office visits,
surgeries, births, and anesthesia, lab
oratory, and radiology services are
estimated to be $25 per member per
month.

Table 4-1. Financial plan statement of income
Year 1

f)

Year I

Members--end of period
Member monthsRevenue (S)
Premiums
Coordioatioo of benefits

Total
Expensa(S)
InstitutiooallCtYiccs
Physician servkea
Other medicalserviccs
Administration
Other

TotaI
Net income (loss) (S)
CumuJative net income
(loss) (S)

..

Year 3

Total

TotaI

19,000
19,000

24,000
222,000

36,000
366,000

1,080,000
19,800
1.099,800

1,140,000
20,900
1.160,900

13,320,000
244,200
13.564,200

21,960,000
402,600
22,362.600

1,587,000
1,725,000
414,000
1,038,000
96,000
4.860,000
(644,100)

414,000
450,000
108,000
121,000
8,000
1,101,000
(1,200)

437,000
475,000
114,000
124,000
8,000
1,158,000
2,900

5,106,000
5,550,000
1,332,000
1,470,000
96,000
13,554,000
10,200

8,418,000
9,150.000
2,196,000
1,902.000
96,000
21,762,000
600,600

(644,100)

(712,800)

Total

MOlidll1

MOIIdII9

12.000
69,000

18.000
18.000

4,140,000
75,900
4,215,900

(709,900)

(633,900)

·Member -.III is equal 10 the lIumber tJlmanben for "bam revenue baa bcco earned each IIIODth.

(33,300)
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• Other medical services, including
ambulance use, home health visits,
durable medical equipment, and pre
scription drugs are estimated to be $6
per member per month.
• Administrative expenses in the first
month of operation are projected to
be $70,000, increasing at $2,000 per
month thereafter.
For the purposes of this example, inter
est revenue and expense are omitted.
Depending on the source of capital, the
financial plan may require an adjustment
for interest expense. Interest income
would be derived from the investment of
idle cash and is not calculated in this
example. The example is expressed in
constant dollars. An inflation factor
would normally be applied to expenses
and be reflected in increases in premium
rates. (See Table 4-2 for the capital
requirements of this example.)
The capital requirement calculation
(shown in Table 4-2) should be adjusted
to reflect the following:
• state reserve and deposit require
ments. All states require minimum
restricted deposits and reserves,
ranging from a low of $50,000 to as
much as $1,000,000.

• working capital needs and the timing
of cash flows. For example, an HMO
typically collects most premium reve
nue in the month it is billed. If the
HMO pays for health services when
billed, such payments generally are
paid in the month following the ser
vices, creating a positive cash flow. In
capitated HMOs, however, payments
for services are generally required in
the first 15 days of the month of
service, potentially creating a nega
tive cash flow.
• cost of capital.
Finally, a sensitivity analysis should bee.·
performed to estimate the impact of not
achieving the plan. Any financial plan is
an estimate of what management expects
to occur, based on the best information
available. Accordingly, an analysis should
be performed to calculate the financial
impact, if any, of the following scenarios:
enrollment falls below plan; health ser
vices costs eltceed the plan; or the com
bined effect if costs exceed the plan and
enrollment falls below the plan. The result
of such an analysis should be considered
in establishing the capital requirements
for the HMO.
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Table 4-1. Capital requirements of the example in
Table 4·1

The final question to be answered in
determining financial feasibility is

~(S)

Cumulative losses to break even
Preoperational development
costJ of $480.000 less amorti
zation included in losses
(144.000)
Total capital ftlQuirement

709,900

336,000

1.04S,9OO

rhe final question to be answered in
determini IIg jillancitll feasibility is
whether there are adequate sources of
capital to meet the projected
requirements of the HMO.
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whether there are adequate sources of
capital to meet the projected require
ments of the HMO. Investment or loans
by the sponsoring organizations are the
most prevalent source. Other sources to
consider are venture capitalists, bank
loans, intrastate private placement offer
ings, and initial public offerings.
FINANCIAL CONTROL
Once the HMO initiates operations,
there must be continuous monitoring and
evaluation of performance. The financial
plan is the principal basis for such evalua
tion.
The evaluation should focus on the
actual performance of the HMO in com
parison with the plan relative to the fac
tors used to develop the plan. These
include projected total enrollment, enroll
ment mix., and premium yield; utilization
rates; and unit costs of providing services.
An analysis should calculate the varia
tion from the plan in light of all of the
following factors:
• Enrollment-total enrollment, agel
sex/industry mix, and premium
yield;
• Utilization-rates per 1,000 mem
bers and distribution (Le., distribu
tion of hospital days among medical,
surgical, mental health, obstetrics,
and intensive care) and among inpa
tient and outpatient surgery; and
• Unit oostJ--hospital, physician ser
vices, other medical services, and
administration.
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Once the variances are established, the
causes for them should be determined,
enabling management to take the neces
sary corrective action. For example, if the
premium yield per member per month
was $58.50 versus the plan of $60.00
because actual family size exceeded the
family size assumption used in calculating
the premium rate, appropriate manage
ment action might be to adjust the family
size assumption in calculating premiums.
In another example, if hospital utiliza
tion was 420 days per 1,000 members in
comparison to the plan of 400 days per
1,000 because of higher days for surgical
admissions, appropriate management ac
tion might be to evaluate the effectiveness
of the utilization management system,
unless the increase is attributable to
higher than expected average age or
industry variations.

•

•

•

The financial management of HMOs,
from initial feasibility assessment to oper
ations and evaluation, is complex and
requires organizational expertise to plan
and execute effectively. The HMO is a
different organization than an insurance
company or a hospital system. While
these organizations focus on financing
health care or providing health care,
respectively, the HMO assumes both
tasks-financing the provision of health
care and assuming the financial risk,
while at the same time administering the
health delivery system.

..;

-
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HMOs, PPOs, IPAs and MeSH:
What do the Acronyms Mean
Wi 11 i am G. Kopi t
Epstein Becker Borsody & Green, P.C.

I.

HMO Definition
An arrangement between subscriber and an organization
under which the organization (HMO) agrees to provide
or arrange for comprehensive medical care in exchange
for a predetermined fixed fee

(premium)~

A.

Word HMO is a misnomer.

B.

Comprehensive prepaid health plan is a better term.

C.

Arrangement between physicians and HMO can be on a,·
group, staff, or individual practice (IPA) basis.
1.

Under staff model physicians are employees of

health plan.
2.

Under group model are typically partners or stock

holder s
3.

(or employees)

(onl y paid from prof its)

In IPA-there are independent practitioners

paid either fee for service (with withhold) or
capitation.
4.

There is no need for a separate IPA organization
a.

Formerly federal requirement

b.

Did not exist prior to federal law

c.

Many organizations now discontinuing

d.

IPA sets up bargaining arrangement (probably
permissible under Maricopa)

-2

D.
II.

Hospitals may be at risk in HMO but typically are not

PBO~?

A.

(' .'i~

Defined
An arrangement between a network of providers and

~

purchaser by which the providers. offer their services
at reduced prices in return for faster claims payment
and the likelihood of an increased number of patients
or at least maintenance of an existing patient base.
B.

Additional Activities
1.

PPO may provide the payor with a utilization/

quality assurance review program

C.

2.

PPO may provide claims processing support services

3.

Marketing

4.

Grievance procedures

"Open System"
1.

Most common

2.

Patient may elect to use PPO providers on a

service-by·service basis each time medical services
are required

j

3.
D.

Similar to Medicare Part B assignment

~.-in"

1.

or "EPO" Arrangement

Patient is required to make an election once

during a specified period of time
2.

If the PPO option is elected, the patient must

receive all care from the PPO providers during the
period specified

November 1, 1987
HMO/CMP fACT SHEET
What is an HMO?
o

A health maintenance organization (HMO) is a managed health care plan that
provides or arranges for the delivery of comprehensive, coordinated mecical
services to voluntarily enrolled members on a prepaid basis.

o

There are three basic model types of HMOs: A sroup practice model delivers
services at one or more locations through a group of physicians that contract
with the HMO to provide care.
A staff mOdel delivers services through
physicians who are employees of the HMO and who also practice collectively
from one or more facilities. An individual practice association (IPA) makes
contractual arrangements with doctors in the community, who provide health
services to HMO members out of their own offices. In addition to the three
basic model types, there are network HMOs which contract with two or more
group practices to provide health services.

What is a CMP?
o

competitive medical plan (CMP) is an organization which: (1) is organized
under State law, (2) provides a minimum range of services (physician'S
services, inpatient hospital services, laboratory services, x-ray services,
emergency
services, preventive and out-of-area services), (3) provides
services through physicians who are employees, partners, or contractors, (4)
is at financial risk for providing aervices, (5) has adequate protection for
enrollees in the event of its insolvency, and (6) is compensated by its
members on the basis of a predetermined rate.

A

Private Health Plan Option (PHPO)
I

PH?O expands the choices for Medicare beneficiaries. They may receive Medicare
benefits through the traditional fee-for-service approach or they may choose an
alternative
coverage
in prepaid health plans such as health maintenance
organizations and competitive medical plans.
HMO Growth
o

As of December 31, 1986, there were 626 HMOs operating in the United States
and Guam, according to The InterStudy Edge. 1/ This number represents a 5.2
percent increase (up 32 HMOs) during the laat six months of 1986, and a 30.4
percent increaae (up 146 HMOa) aince December 31. 1985.

o

Of the 626 plana, there are 66 ataff model. 73 group model, 386 IPAs and 101
network HMOs. IPA model plans showed the largest increase, gaining 141 plans
since December 1985. and now account for over 61 percent of all operational
HMOs.

I

1-------------
The InterStudy

Edge is a quarterly report of HMO growth and enrollment,
published by InterStudy. a non-profit health policy research firm located In
Excelsior, Minnesota. Copies of this report may be purchased from InterStuc
by calling 612/474-1176.

-4

2.

California proposed regulations, if adopted,

would appear to impose, among other things, minimum
benefit requirements and establish standards for the
availability and accessibility of preferred providers
3.

W.S ............ ~I .......
T*'ps has mandated freedom of choice for PPOs

4.

Indirect regulation for PPOs
a.

Capitations and the Insurance Commissioner

b.

State health rate setting programs and
availability of discounts

c.

Insurance laws and the freedom of choice

d.

Compliance with laws governing multiple
employer trusts

e.

Physician fee-splitting, corporate practice
of medicine

G.

Differences wi th an HMO.
1.

No risk for

provider~;

typically fee for services

or provision of care

2.

An

care

arr~ngement

to pay for rather than provide

.~

a.

Malpractice risks to HMO

i.

Staff

ii.

Group

iii. IPA
b.

PPO has less malpractice risk -- doesn't

provide
3.

care

Usually no license or regulatory authority:

governed by the law of contracts
4.

May be increased regulatory requirements

-5

5.
H.

No need for separate organization

".,l.s a joint venture between hospi tals and
physicians
1.

i

Similar to joint venture PPO with regard to

organizational structure
2.

Difference between PPO and MeSH has to do with

payment to physicicans
a.,

Physicians share risk

b.

Risk relates typically to payment or a
DRG (per admission) basis rather than per,
enrollee

c.

To what extent will this place MeSH under
existing regulatory statutes remain open
question

I

",-.

H;>.-~_

.(1

je

o
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- STAFF MODEL

~O

E~PLOYER

Ins.
remium
Employees

I~ndi

viduals

I~mi

prepaid~
Care

.l-Claim

Prepaid

wn

Traditional
Covera~e

HMO
EMPLOYED
PHYSICIANS

0000

Contracted Specialists

00000

Specialists
ther Provider
SNFs, LABs,
Pharmacies

Hno

Characteristics

o

Comprehensive medical care through an organized system.

o

Fixed prepaid premium.

o

Closed system:
To be covered, care must be received by or
through HllO staff or contracted providers.

o

HMO members are generallY enrolled through groups
being given an option of traditional or HMO coverage.

"

after

Staff Model Characteristics
o

Physicians are salaried employees of HMO entity.

o

Physicians are not financially "at risk" other than by
of internal employee incentive programs.

way

2

HMO - GROUP l-10DEL

.
Employer
Groups

Contracted
Hospitals
Contracted Specialists

00000
ther Provider
SNFs, LABS,
Pharmacies

Groop

~odel

Characteristics

o

Physicians are in a separate legal entity, usually a P.C. or
partnership.

o

Physicians may be partners,
the Physician entity.

o

Physician corporation is wae~icated" to serving HhO's
bership by exclusive contract.

o

Small amount of practice is ffs

o

Physician corporation is usually capitated and "at risk

o

Group model is usually transparent to membership.

stockholders,

or employees of
mem

(less than 50%).
ft
•

l

•

3

HMO - IPA MODEL
Employer

[IndiViduals~prep~id

Employee

prem~~
'-:::~_"":"'-_--..

Contracted
Hospitals

HMO Entity
Capitation
Contract

repaid
Care

IrA Model CharactE"ristics
o

IPA entity is separate legal
usually owned by physicians •

entity,

often

for-profit,

o

IPA contracts
tice.

o

Physicians are paid ffs with holdback for se r \' i (")5
to H~iO members.

.

with individual physicians in private

prac

renuered

.~

o

Physician's only "risk" is the holdback.

o

HI·10

o

HMO member selects any physician for care.

members usually constitute small portion of Physician's
total practice.

may require referral.

Specialty

care

4

HMO - NETWORK MODEL

Employer

Contracted
Hospitals

Employee
r---~--""~=--"
Prepaid
Entity
Premiums

Individuals

Specialty
Groups

C~tQcC2dq~c2l£~ Group

0000000

Networ~

Model Characteristics

o

Each medical group is a separate self-contained entity owned
by its member physicians.

o

GIO~pg

o

Groups are made ~p of private practice physicians practicing
either together or separately.

o

HMO members
physician.

o

Medical Group is capita ted for primary care based on
of HMO members enrolled.

o

~edical

o

Physicians within Medical Group determine how to share capi
tated and risk funds.

usually consist of·primary care physicians
(General
and Family Practice, Pediatrics, Internal Medicine, Ob-Gyn),
but may be multi-specialty.

wenroll"

with a specific

Meoical

Group

and

number

Group is Wat risk" for part or all of secondary care
and for part of facility care.

5

HMO - MIXED MODEL

r---------~~ EmPlOyer'

.

PrepaiA---~----~---------j~paid

Owned.
Hospital

P rem~um
HMO Entity
Employed
Staff

~Care

Individuals I ~

Contracted
Hospital

Exc us~ve
Referral
S ecialists

0000000

Contracted

~pecialists

o

HHO usually begins as a staff, group,
and evolves into a mixed model.

IPA or network model

o

Staff or group model may add network or IPA
outlying geograph'ic areas.

o

Network or IPA model may add staffed facilities for ur9i
care, mental health services, or substance abuse treatment
or owned laboratories, nursing horne beds, etc.

o

HMO enrollees must select their primary provider model
time of enrollment and they are "locked in" for a year.

appendages

in

at

J

PPA - PPO

•

6

f

Employer
ASC or TPA
Contract

------ -

I

:Administrativel
I
, Entity .:-_JI

~im

Employee

bill

000000

Private Physicians

aimb~fS
.---~~---:-"l

Hospitals

PPO

00000
Physicians
Hospital

o

Preferred Provider Organizatioo(s) are usually formed and
controlled by providers and may include single specialties,
broad spectrum of physician specialties, hospitals, and
other providers or any combination.

o

PPO contracts with Intermediaries or directly with Pur
chasers of service (usually employers) to provide services
to Purchaser's employees.
PPO promises to control utiliza
tion and discounts fees or offers fix fee schedule.

o

PPO may be capitated under some circumstances but then ques
tiQ~
arises as to whether PPO is performing an "insuring ft
function and is sUbject to insurance or HNO regulation.

o

Purchaser offers benefit plan to Employees which encourages
but does not require use of PPO providers.
Incentives
usually include ~iver of copayments and deductibles.

o

Employees may elect to use PPO providers on
service basis. No "lock-in".

o

Preferred
Provider
Arrangement refers to
arrangements between PPO, the Purchaser, the
and the Administrative Entity.

o

The Administratfve Entity may be an insurance conpany, af.lO,
BeBS plan, third party administrator, multi-employer trust,
service co~any, or fly-by-night entrepreneur.

o

Administrative Entity may be the agent of the PPO whose job
is to -market" the PPO to Purchasers and to insurers, BeBS
plans, etc.

o

Administrative Entity may be the agent of the Purchaser
contracted to administer the Purchaser's self-insured bene
fits plan, pay claims, report utilization, etc.

a

service-by
contractual
beneficiary,
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EPA - EPO

Employer

-,I

I

"

,Administrative,
:
Entity
,
I

,

Traditional
Insurance

,

jClaim
EPO
Contract

Claim

Employee
!-tental
Health

00

I-c-;;~--OO

Physicians

r-----~~-J~--~Services

Mental Health
EPO

Hospitals

I

o

Exclusive Provider Organization is formed, administered, and
marketed in same manner as PPO.

o

A health benefi ts plan which includes an EPO elenlent pro
Vloes benefits for the particular service only if it is
obtained fro~ an EPO provider.

o

EPO is a "lock-in" system similar to an HMO.

o

Employee may be
option to elect
cial incentives
or deductibles,

required to use EPO or may be offered annual
EPO coverage or traditional coverage. Finan
would encourage EPO selection (no copayments
broader benefits).

8

MeSH

Hospital

,.
Corp
PPO
BCBS

Insurer

Self
Insured
Employer

o

Medical Staff Hospital organizational structure is similar
to a PPO created by hospital and its medical staff as joint
venturers.

o

Major purpose of MeSH is to jointly involve physicians
hospital in controlling costs and utilization under
payment system.

o

MeSH physicians and hospital share savings achieved if
pital costs are ~ess than DRG payments.

o

MeSH model envisions multiple joint venture corporations
with separate or overlapping physician membership.
MeSHs
may contract to perform utilization review, pre-admission
certification, claims review and other services for third
party payers and related PPO.

and
DRG
hos

SECTION J. ',(b) of the SOCIAL SECURITY ACT
Tax

as Mlended, 1983

Competitive Medical '

.ns,

Equity and Fiscal Responsibility Act of 1982
"

~ec

114(a) Section 1876 of the Social Security Act is amended
to read as follows:
"~ayments to Health Maintenance Orqanizati~ns
and Competitive Medical Plans
"Sec 1876••••
"(1., "'or pUlP"'" or IIlie uctiun, the ~rrn '~Iiltlble ol'¥nnltlltioh'
meDnl • JtUlIIic: or prlvalAl entity (which may I.e a heDlth 'naillt.
nonce orcaniz.atlu" or a compelitive "ediCDI plan). organized unJcr
lite lawl or any Stett, whlch·,
"(I) Ie a quallOed health mlllnle"anee oflenlmllon (UI donhf'd
In ~Uon 1310<d) or the I'uhllc lI..dlh Service Act). or
''(%. mNl.e lhe rollo"lnl reoqulrClmenl.e:
I
"(A) The enlily proYide. to enrolled membe" at le..,t the
'
followln, hen'th care Ionic..:
"h' PhYliclDnl' lenlcN rrformH by'phYllcle"l (al
.
, denned In ledion 1861(r'(I) .
"un InpDtlent hoepltellerylcN.
"(ill) Leborato..,., X-r." emerleney,' and preventl,e
• nieM.
"U,,) Out-of·area co"era.:_.
"CD) TIl. entlty .. compe,,&.ted (eaeept for deduellblel,
colnluranee. and copGymenl.e) (or the proy18lol\ or heulth
c.re eenla. &0 .nrolln! menlbert b, • pa,ment which le
~Id on a perlodle bMl. without relerd to ttle date the
health cu..."lee- are provided and which 18 n:lecl without
regard to the rrequeney, .. ~nt, or. kl"d or heollh cure
_nlf. actually provided to a member.
"(CJ 1ne enllty providea phYllcienl' len-Ie...'rlmarlly (It
dlrectl, thrvulh ph,.lciftnl who are either employee. or
artnen o( lueh o'lfDniulllon, or (Ii) throu«h eOlltrecla wllh
ndivldual ph,.lelena or one or more ,roul" of l,hYllduna
(or"anlud on a I'oup practice or IndlYldua prodIce balil).
, (0) The entity . .umel rull financial '&.Il on • pr08Jtee:
t1y. bula ror the proYiJlion or Ihe health cere eenlcea lI,led
In par.,.raph (I), ••eeplthat .uch enllly mD,'
• (i) obLaln lnau'ance or m.ke other err.nllement. ror
lhe cc.t or provldinl 10 a~~·,nrolled men'~r heallh
c.re _ma. 118~ In IUbp'e'.lr.ph (A) the Itl.rela"
••Iue or which e.cHelI 15,000 In an, f.ar,
"ClI) oblAln I"aurnnee or mllke othor Mrranlenlent.
rur the COlIt. or health urI ..nice IlILed in lubpDra·
Iraph CA' pro,,'ded to ... enrolled ntembe,. 'other Ihun
throu," Ihe entHy OOcau", Inedleol "eoc~ll, required
Iheir proyu'on before Iltey could be M'Curoo throtlgll
• the enlity,

"(liU oLlaln Inluranee or melle ollter arranlentenli
for not. ",ore lilan 90 pureenl of the entoullt by which
lla COflla ror anI or II. fillcal yea", uel~ l}l) percellt or'
ILa income (or luch rUleal ylller. arid
"(Iv) mnke nrrall!Cehlenl. wilh I'h,.lela"l or olher
health profe8llionall, hcollh care hlllitUlinnl, or any
,coillbinolion of luch Individual. or 'nIl ilullo'" to
llJIllu",e all or perl ur lhe r.nnnelul rillk on 0 Vruepecllve
blllil ror lite provi.lion of bale Itulth Hn-lcel "7 Ih.
hllicinne or other hulth prufe..lollllt. or throlllh the
nlllitution.. .
"«(0;, The enlily hel motl" odetluote "ruyl.lul\ elu'nll the
rlak of Inlolvellcy, which proviJIiun .. utllf.cto.., lo tit•
Secreillry.

It
I

! '
I

I

r.

"IrDgroph (:lJlA,I(iIJ .halJ nut "1".1, to un' etl1it1 ...,'\Ich had ton
tr.eled with a l~nKle StAlAl areney adminialerin • SlaLe I
"ppr~ved unde,r lltle ~IX for tlte provi8ion or lenfcetl (other rh:~
Inpollcnt h08,1I1A1 IlCnIC,,' lo Indlvid".18 eli~lJle ror a"ch eIlrYicee
unJer Iluch Stele plllri on a prepaid r18k bu" prior 10 .'70.
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HMO - PPA MODEL NO.1
. 1'", '" t-. \.<-
L

P~.t- ~ . . . . . .4,.-v "-J-< ~~

(

Employer
PPO
Contract
Staff or
Group
HMO

PPO Care

~

Claims

)

Claim

~

Se I f - In sure.d
Employee
Benefits Plan

o

HMO functions as traditional HMO for Employees A.

o

HMO functions as a PPO medical care provider for Employees B.

o

HMO-PPO contract'with Employer is on a discounted ffs basis,
no risk.

o

Employees B using HMO for care have no copayments or
deductibles and may receive additional benefits.

o

Employees Busing non-PPO providers pay copayments and submit
claims to Plan after reaching deductible.

o

Employees B are free to use PPO or non-PPO providers.

o

Employees A are restricted to receiving care from HMO.
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HMO - PPA MODEL NO.2

A 1 - - - - 1 Employer

HMO/PPO/ASC

Claim

Bill

o

HMO functions as a traditional HMO for enrolled Employees A,
as a PPO provider for Employees B who elect to use its
services, and as claims administrator for services rendered
by non-PPO providers.

o

HMO is paid a straight capitation-based premium for
Employees A.

o

HMO is also paid a capitation-based premium for Employees B
in an actuarially determined amount sufficient to cover
in-house services and claims for non-PPO services. HMO is
at risk for everything.
OR

o

HMO is advanced a monthly reserve for Employees B. HMO
charges in-house services against the advance and pays claims
for non-PPO services from the advance. At year-end settle
ment, Employer pays losses or receives surplus. No risk for
HMO.
OR

o

Combination of above: HMO at risk for in-house services
(capitated ambulatory care) and-has Administrative Services
i:;":'ltr8'''<~CSC) for handling non-PPO claims.
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IPA - PPA MODEL

..

A

Employer

.f

IPA Model
HMO

Discount
Claims

Self-insured
Employee
Benefits Plan

o

HMO entity plays no role in the PPA.

o

Employees A are traditional HMO members and are restricted
t~ receiving physician care through
IPA.

o

IPA or a sister entity contracts with Employer on discounted
ffs basis, no risk.

o

Employees B may'use IPA!PPO physicians with no copayments
or deductibles.

o

Employees B may use private physicians with copayments
and deductibles.

,
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EPO - TPA ~
T k . ....,L

f}~()
.',--,

I

fq. 5 C

~ 4...l._.~. l~

+.--4......

Employer

Insurance
Premium
Traditional
Insurance

Chiropractic
EPO

04----

o

Employees A are traditional HMO members but HMO does not
have chiropractic services.

o

Employees B have traditional health insurance but it does
not cover chiropractic.

o

Employer contracts with a closed panel organized entity to
be the exclusive provider of chiropractic services for both
Employees A and B.

o

Employer can self-insure and self-administer EPO program;
OR

o

Employee advances funds to a Third Party Administrator (TPA)
on an ASO (administrative services only) basis.

o

Employees A and B must use the EPO for chiropractic •

•

---- -----
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HMO - EPO

..

/L--:--l -----I~
Employer

IEmPloyees

AI co~~~act

HMO\
premium~

IEmPloyees

J
Premium
for Vision
Care

HMO
,
Optometry
Department

I

I

Bf

"
Insurance
Premium
r--~--------_

Traditional
Insurance

o

Employees A are traditional HMO members who have vision
coverage as a rider to their HMO contract.

o

Employees B have traditional health insurance but without
vision coverage.

o

Employer contracts with HMO to provide vision coverage to
Employees B through HMO's optometry department_

o

For each Employee B Employer pays HMO an amount equal to
the cost of the'HMO's vision care rider plus an administrative
charge to cover the additional cost to the HMO for enrollment,
billing and membership since Employees B are not otherwise
enrolled as HMO members.

I

•

MEDICARE PPA MODEL

15

HCFA

PPA
Administrative
Entity

Medicare
Claim
Supplemental
Premium

~

o

........nn..u.o;;,'\

Medicare Member

PPO
t-----~-=--.....;;;...;;;:..=....;:~~.j'

~

~-----_..-----J

Copayments ,
Deductibles

..
'«,

r------~o
~

~

SPECIALISTS
PRIMARY
CARE PHYSICIANS

or.

~

o

PPA Administrative Entity contracts with broad range of
PPO providers.

o

PPO hospitals are paid DRG with risk-sharing or charges
without risk sharing.

o

PPO Primary Care Physicians play gatekeeper function and
participate in risk-sharing based on hospital use rates.

o

PPO receives 95% of AAPCC plus a supplemental premium paid
directly by Enrollee. Enrollee must maintain enrollment in
both Parts A , B of Medicare. Claims paid under Medicare
are deducted from AAPCC.
,

r

o

Enrollee retains Medicare card and is free to use it with
any non-PPO providers.

o

When Enrollee obtains services from PPO providers: 100%
coverage for Medicare services; no copayments or deductibles;
added benefits of office visits, preventive services,
periodic physicals.

o

When Enrollee obtains services from non-PPO providers:
services are covered only to Medicare levels with Enrollee
responsible for copayments, deductibles, and charges in
excess of Medicare payments.

Medicare Contracting with
Health Maintenance Organizations and
Competitive Medical Plans:
An Introduction in a (Large) Nutshell

Division of Contract Administration
Office of Qualification
Office of Prepaid Health Care
Health Care Financing Administration
December, 1987

A slightly edited version of this paper will appear
as a chapter in a book tentatively titled
The Managed Health Care Handbook, published by
Aspen Systems. Inc. (Rockville, Md.). and
edited by Peter Kongstvedt. M.D.

TGIF (The Government Is Frightening) Unless You Know Your
Acronvms.
Although you don't need to know too many acronyms for
some dealings with the government, such as buying a postage stamp
or paying taxes, it helps to know an acronym or two in dealing
with Medicare. On the subject of HMOs and Medicare, some of the
acronyms that you can use at cocktail parties to sound knowledge
able (and no doubt boring) are HCFA, TEFRA, CMP, ACR, APR, COBRA,
OBRA, and, especially, AAPCC.
AAPCC is perhaps better known by
the universally recognized symbol S, or SS, or SSS, depending on
what county of the United'States we are talking about. We in
government like to look upon TEFRA and CMP as the good news
acronyms.
AAPCC is either good news--$SS--or bad news--<S$$> on
a balance sheet.
Recent news from the government is OBRA, which
brought us QRO, something we never had before.1
All acronyms aside, what the government is attempting to do
through the "private health plan option," one feature of which
is HMO contracting, is to bring down health care costs while
improving the quality of care.
The private health plan option is
one of many ways in which the government is retreating from
traditional Medicare. Traditional Medicare was at one time a
strictly fee-for-service system with reimbursement based on cost
or charges.
In °the past few years the government has radically
changed its reimbursement for Medicare services through such
means as the well-publicized prospective payment system of
inpatient reimbursement based on diagnosis-related groups (DRGs)
rather than "reasonable cost" reimbursement.
In the case of
HMOs, the government peeked out of its ivory tower for a brief
moment to look at what was happening in the private sector and
found that HMOs (which in their early history had been promoted,
in a sense, by the Federal government) had the potential for

IThroughout this article the term HMO is generally meant to
refer to both Federally-qualified health maintenance organiza
tions and to organizations that are determined to be competitive
medical plans (CMPs) as defined in the TEFRA legislation intro
ducing the concept of CHPs.
The discussion deals exclusively
with risk-sharing HMOs and CMPs.
It is also possible ;/o-ar an HMO
or CMP to contract with HCFA under a cost-reimbursement arrange
ment which limits the risk exposure of the HMO/CMP. Contrary to
the usual way in which HMO membership works, Medicare members of
a cost-reimbursed HMO/CMP are not locked in to the HMO/CMP for
medical services: a Medicare member is free to obtain care
outside the HMO/CMP and have the services reimbursed through fee
for-service Medicare. HCFA is attempting to eliminate the
provision of the law which permits HMOs/CMPs to contract on a
cost-reimbursement basis. There is also a cap of 100% of
the AAPCC for reimbursement to a cost HHO/CMP for services which
the HMO/CMP provides "in plan" and for out-of-plan services
received in an emergency or for out-~f-~rea '-gently-needed care.
1

decreasing health care costs while bringing about potential
improvements in quality of care.
Understanding the Adjusted Average per Capita Cost (AAPCC), or:
How to Have a Happy Marriage with the Government.
If acronyms
are not your favorite subject of discussion, we can get down to
business and talk instead about money. Not that the government's
method of reimbursing HMOs is complicated, but if you survive
the next few sections explaining the AAPCC, you may have a bright
future ahead of you as an.actuary.
As one would expect, money usually determines whether an HMO or
competitive medical plan (CMP) will want to contract with the
government: to date, no HMOs or CMPs have claimed altruism as
their reason for wanting a Medicare contract. Under the risk
reimbursement arrangement established in the law, a contract is
expected to be financially advantageous to both the HMO/CMP and
to the government. HMOs with a Medicare risk contract are paid
95% of what the government's actuaries estimate to be the cost of
medical services if the services had been obtained in traditional
fee-for-service Hedicare. The government should save, actuarial
ly speaking, at least 5% compared to what would have been the
fee-for-service costs for those Medicare beneficiaries who choose
to enroll in an HMO; and the health plan is reimbursed at 95% of
the fee-for-service rate with the expectation that because HHOs
are able to provide services more efficiently than
fee-for-service, their cost of providing care will be at or below
the 95% level.
The government pays risk-sharing HMOs a monthly capitation
payment for each Medicare member that is akin to the premium paid
to an HMO by an employer for coverage of its employees.
In
exchange for this capitation payment the HMO is required to
provide the full range of health care services covered under the
Federal Medicare program. The "adjusted average per capita cost«
(AAPCC) is the basis of reimbursement to HHOs and CMPs under
contract to the Health Care Financing Administration (HCFA).
For each county of the United States, for each Medicare member,
an HMO or CMP is paid one of 122 possible monthly capi~~tion
amounts.
You can think of these 122 «rate cells« as 122 little amoeba-like
creatures floating around aimlessly in space:
o

o

o

o
o

o
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••• and so on

or you can think in the less daunting terms of the five (yes, a
mere five) variables used to create 120 rate cells: age, sex,
Medicaid eligibility, institutional status, and whether a
person has both parts of Medicare (Part A being inpatient
hospital, inpatient skilled nursing and home health services;
Part B being all other services such as physician services,
and outpatient serVices):
AGES (10 age groups)

x
PART A OR PART B (2)

x
SEX (2)

=

10 x 2 x 2

INSTITUTIONALIZED

= 40

NON-INST.+MEDICAID

40 cells

NON-I.+NON-HEDICAID

40 cells
40 + 40 + 40

==
120

40 cells

total cells

(Once the age and sex are established, the Part A and Part B
rates are different for institutionalized and non-institutional
ized individuals.
The non-institutionalized are reimbursed at
different rates depending on whether they are eligible for
Medicaid or not; Medicaid status does not affect the level of
reimbursement for the institutionalized.
There are also two rate
cells for each State for individuals with end-stage renal disease
(ESRD), making a total of 122 possible rate cells.)
The AAPCC represents an actuarial projection of what Medicare
expenses would have been for a given category of Medicare
beneficiary had the person remained in traditional fee-for
service Medicare.
The AAPCC rates change every calendar year.
Under the law, HCFA's actuary is required to publish each
calendar year's AAPCC rates in the first week of September of the
preceding year.
For the calendar year 1988, the new AAPCC rates
published in September of 1987 were generally good news for
contractors since the rates went up an average of 13~. HCFA's
actuary also determines the actuarial equivalent of Medicare
beneficiary liability amounts, expressed as a monthly average
amount that Medicare beneficiaries have to pay for out-of-pocket
expenses in fee-for-service Medicare (such as the 20~ coinsurance
for physician services, or the deductible a person pays on
entering a hospital).
When a Medicare beneficiary joins an HMO,
the beneficiary deductible and coinsurance requirements are
satisfied by having the beneficiary pay a monthly premium to the
HMO and/or copayments for services. This actuarial equivalent
is, in almost all cases, the aaximum total of premiums and
copayments an HMO may charge its Medicare members to cover
Medicare beneficiary l~~bility amounts.
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The format of the published AAPCC rates consists of a listing.
for all U.S. counties. of Medicare Part A and Part B base rates
for the aged and the disabled (beneficiaries under age 65
entitled because of their disability). together with a table of
nationally used "demographic factors U by which the county rates
are multiplied to determine reimbursement for a given rate cell.
The published AAPCC rates are not the total projected fee-for
service rates. As published. they are 95X of the projected rate.
As noted above, the upper'limit of reimbursement to a risk
sharing HMO/CMP that contracts with HCFA is the 95X rate.
To determine how much an HMO will be paid for its Medicare
members. an HMO which is considering entering into a contract
~ith HCFA needs to be able to project the make-up of its Medicare
population. The HMO will project how many members it will have
in each rate cell of each county of its service area to determine
the total reimbursement rate and the average payment rate (APR)
from HCFA. Rather than expecting the HMO to phone every house
hold in the area to elicit this information. HCFA is able to
provide a report of the demographic make-up of each U.S. county
by rate cell. The same report states how many Medicare benef
iciaries·are currently HMO members. This type of report can be
obtained under the Freedom of Information Act (FOIA--another
valuable acronym) by writing to:
Hr. Ross Cirrincione
Chief. Freedom of Information Branch
HCFA Office of Public Affairs
Room 619 East High Rise Building
6325 Security Boulevard
Baltimore, Maryland 21207
The letter to Hr. Cirrincione should state that the request is
being made under the Freedom of Information Act, 5-USC-552. and
that you are requesting demographic information on the number of
Medicare beneficiaries by age, sex, institutional status and
welfare status. You should specify the counties and states
involved. There is a charge for furnishing this information.
which at one time averaged $70.00 per county. You may specify in
the letter that you would like to be contacted if the cost of
providing the information will exceed a certain dollar amount.
The ACR/APR Comparison. or: The Fed Giveth. and the Fed Taketh
Away.
Let us assume that you are the chief financial officer of
an HMO, and. having nothing better to do one morning while
reading the latest ~deralRegister. you decide to figure out how
much money the government will pay you under a Hedicare contract.
After a little bit of effort. you have figured out that HCFA is
willing to pay you an average of, let us say. $200.00 per member
per month (PM/PM. to use a non-povernment acronym)--more th~n ~~y

,
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employer group ever considered paying you.
You can't wait to
phone HCFA and ask that a signed contract be sent to you immed
iately. HCFA is more than happy to oblige, provided that you
understand that you may not really be getting $200.00 per month,
as you would have discovered if you had read that Federal
Register a little more carefully. After you have determined your
average payment rate (APR per person) from HCFA, the law requires
that you compare this APR to your adjusted community rate (ACR)
to determine whether $200.00 per member per month is an
appropriate payment from the government. Your community rate is
your premium for a commercial group. Your adjusted community
rate computation is a statement to HCFA's accountants of what
premium you would charge for providing exactly the Medicare
covered benefits to a group account, adjusted to allow for the
greater intensity and frequency of utilization by Medicare
recipients (since most Medicare beneficiaries are elderly). The
ACR includes the normal profit of a for-profit HMO or CMP.
If your projected premium, your ACR, equals or exceeds your
projected reimbursement (APR)--that is, if you expect your
Medicare revenue to be less than or equal to your cost of
providing care--, then you will receive the $200.00 per member
per month, or whatever the exact 95% AAPCC reimbursement happens
to be--and no more.
If, however, your ACR is lower than your
projected APR--you project, for example, that you can deliver the
Medicare covered services to the population you expect to enroll
at $175.00 per month--, then you are required to return the
surplus to the government or to your Medicare beneficiaries by
(a) accepting a reduced payment rate averaging $175.00 per month
or (b) returning the difference between the ACR and APR to
Medicare beneficiaries in the form of a reduced premium that
would otherwise be collectible from the Medicare members, or
enriching the benefit package offered .by the dollar equivalent of
the surplus. That is, in the latter case, if your ACR is $175.00
per member per month and your APR is $200.00, you would return
$25.00 per member per month to the Medicare members of your HMO
by providing $25.00 worth of additional benefits not covered by
Medicare (such as drugs and routine eye care and glasses) or
reducing the premium by $25.00 per month, or any combination of
premium reduction and benefit enrichment.2
2For contract periods beginning on or before July 19, 1988,
a health plan may also use what is referred to as a benefit
stabilization fund, through which the government withholds a
portion of the difference between the ACR and APR if the APR
exceeds the ACR. The withholds can be withdrawn by the health
plan in a future year so that the plan is able to offer its
Medicare beneficiaries the same benefit package as in the
previous year in the event that there is a reduction in the
AAPCC or increase in the ACR that would otherwise result in a
reduction in the benefits available. Only a few plans have used
5
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If You Make a Mistake in Computing the ACR/APR, or: Is Your
Resume in Order? An HMO must sign a contract lasting at least
one year. Generally, HMOs with Medicare contracts operate on a
calendar year cycle to match the AAPCC cycle, since the AAPCC
reimbursement rates change each year beginning on January 1.
Contracts are automatically renewable at the end of each contract
period.
During the contract term there can be no increase in
the premium an HMO charges its Medicare members, nor can there be
any reduction in the enriched benefits offered to Medicare
members.
As a newly-contracting HMO you can either overestimate or
underestimate the ACR and APR.
As noted above, HCFA will not pay
you more than the 95% AAPCC rate, but if you have overestimated
an element of the ACR computation--let us say, for example, you
have overestimated the degree to which Medicare members will
require more frequent visits to their primary care physicians-
you pocket the difference. Of course, HCFA requires that you
submit a new ACR computation for each year.
During the first
year of contracting you are permitted to use utilization data
from other HMOs to come up with a Medicare ACR. However, after
the first year you must use internal data, and in this case of
"pocketing the difference," your internal data should show that
the ACR of the first year had overestimated figures, leading to a
windfall that will not be repeated in the coming year.
A Little Bit of History. Since you have now mastered the
accounting aspects of Medicare contracting, we will take up the
subject of history.
It is true that HMOs, being a somewhat new
phenomenon, are not mentioned anywhere in the Constitution. The
current body of law treating Medicare HMOs was passed in Septem
ber of 1982 as part of the Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA). However, there were to be no TEFRA Medicare
contractors until publication of final HCFA regulations on TEFRA
contracting, which appeared in the January 10, 1985 Federal
Register. The regulations became effective February 1, 1985.
There did exist pre-TEFRA risk contractors under rules in
existence prior to TEFRA. The largest of these was the Group
Health Cooperative of Puget Sound, which to this day maintains a
pre-TEFRA contract with HCFA. There are also three other
pre-TEFRA risk contractors. There were never more than just a
few health plans that chose to contract with HCFA under the
pre-TEFRA rules, though there are currently 157 HMOs or CMPs with
TEFRA risk contracts. Why the difference? TEFRA simplified the
contracting requirements and brought them more in line with the
way in which HMOs normally operate. Under pre-TEFRA rules, an
HMO was reimbursed at 95% of the AAPCC, but it was required to
. this method of disposing of savings.

,
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file cost reports with the government to establish whether there
a loss or there were excess government payments at the 95%
rate.
If the cost of providing services was below the 95% rate,
the HMO could keep only a portion of the profit or savings.
If
the cost of providing services (as determined through submission
of a cost report by the HMO) was below the 95% level, the HHO
and the government split the savings unless savings exceeded
20%.
If savings exceeded 20X, the HMO retained lOX of the
savings and the government kept the remainder.
Losses, however,
could be carried over into future years to offset the amount of
savings that had to be shared with the government.

~as

In 1982, HCFA awarded demonstration contracts to tryout the
concepts of TEFRA-type risk HMOs through what were referred
to as Medicare competition demonstration projects. One such
demonstration project was the now-infamous IHC of South Florida,
to be discussed below.
These demonstration projects, some of
which were operating under a variety of waivers of parts of
section 1876 of the Social Security Act (the section entirely
reworked by TEFRA), were all required to convert to TEFRA status.
By the time TEFRA implementing regulations were published in
January 1985, there were about 300,000 members (out of a total
of about 30 million Medicare beneficiaries then) of these types
of organizations.
In December 1987, Medicare membership in TEFRA
risk HMOs exceeded one million beneficiaries.
What TEFRA Did. On the reimbursement side, TEFRA introduced the
concept of sharing the wealth, to use Huey Long's phrase, whereby
"savings" are returned to Medicare beneficiaries rather than to
the government, as explained in the section above on the AAPCC.
The computation of savings would be done on a prospective basis,
and there would be no retrospective adjustment and thus no cost
reports filed by an HMO.
As far as changes in contracting
provisions, prior to TEFRA, only plans that were Federally-qual
ified HMOs could have Medicare contracts. TEFRA modified HMO
contracting rules to permit HCFA to contract with a new type of
entity, a competitive medical plan (eMP). A eMP is defined as an
entity that
~
o

is state-licensed ("organized under the laws of any
State," to use the terminology of the regulations)

o

provides health care on a prepaid, capitated basis

o

provides care primarily through physicians who are
employees or partners of the entity, or the aervices are
provided through groups of physicians or individual
under contract to the CMP--"primarily" being defined
under HCFA policy to be at least 51X of the aervices
provided through the CMP (thus allowing preferred
provider organizations (PPOs) to be CMPs)
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o

assumes full financial risk on a prospective basis, with
provisions for stop-loss, reinsurance, and risk-sharing
with providers

o

meets the Public Health Service Act requirements of
protection against insolvency

As of October of 1987 there were 25 CMPs with Medicare contracts.
CMPs differ from HMOs in that HMOs, but not CMPs, are required to
determine their rates by using "community rating," which essen
tially means that the HMO is not permit~ed to vary its premiums
from group to group within its service area based on the utiliz
ation patterns of a particular group. CMPs are permitted to
"experience rate" on a group-by-group basis: a group that uses
more services than another group covered through the CMP may be
charged a higher per-member premium. CMPs may be a line of
business of another entity, such as an insurance company, while
an HMO must be a separate corporate entity. Since the require
ment for the provision of medical services in a CMP is that the
services be provided "primarily" through the CM?, a preferred
provider organization (PPO) may become a CMP; an HMO, however,
must provide, or arrange for, all care to be rendered through the
HMO.
Although under a Medicare contract a CMP and an HMO would
both be required to provide all Medicare-covered services, the
commercial members of a CMP need not be offered certain benefits
that the law requires an HMO to offer, such as home health care,
mental health services, and substance abuse treatment. A CMP may
also limit the scope of some of the services it is required to
offer (the required services being physician services, inpatient
hospital services, laboratory, X-ray, emergency and preventive
services, and out-of-area coverage) and is permitted to require
deductibles and copayments, while an HHO may only charge nominal
copayments and may not limit the scope of coverage except as
specifically allowed in regulations (20 outpatient mental health
visits per year being an example of a reduced·scope of service
permitted in HMO regulations). Finally, an HHO's board membership
must include at least one-third member representation.
The Requirements to Obtain a TEFRA Contract. or: Wasn't There
Something Called the Paperwork Reduction Act. and Didn't Anybody
Ever Tell HeFA? To obtain a TEFRA Medicare contract a plan must
either be a Federally-qualified HMO or be designated a CMP by
HCFA's Office of Qualification. For an entity that wishes to
become eligible as a CMP the only type of application that may
be submitted is a combined appli~ation to be found eligible as a
CMP and to be granted a Medicare contract. An HMO or CMP must
meet the following TEFRA requirements to obtain a risk contract:
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of having ESRD) must be denied enrollment unless the
person is already an enrollee of the HMO. Medicare
beneficiaries who have elected to be cared for in a
Medicare-certified hospice are also prohibited from
enrolling.
If a person acquires ESRD after enrollment
or elects hospice after enrollment, the HMO may not
disenroll the individual.
The open enrollment requirement may be waived in one of
three cirucumstances: (1) the organization will exceed
50% Medicare/Medicaid enrollment, (2) the organization
will enroll a disproportionate share of enrollees in a
particular AAPCC category, in which case HCFA will
permit the organization to discontinue enrollments in
that AAPCC·category, or (3) the organization does not
have capacity to render services to any more enrollees,
either commercial or Medicare.
If an organization is
going to limit enrollment under option (3), HCFA must
be informed 90 days before the open enrollment period
so that HCFA approval can be given.
In determining
capacity for Medicare enrollees, the organization may
set aside vacancies for expected commercial enrollees
during each Medicare contract period.
4. Marketing Rules
An HMO must market its Medicare plan throughout the
entire service area specified in the Medicare contract.
All marketing material, including membership and
enrollment material must be approved by HCFA before
use.
Prospective enrollees must be given descriptive
material sufficient for them to make an informed
choice in enrolling in an HMO.
Prohibited marketing
activities include: door-to-door solicitation, dis
criminatory marketing (avoiding lower income areas,
for example), and misleadiRg marketing or misrepresent
ation.
5. Ability to Bear Risk
An HMO or CMP must be able to bear the potential risk
under a Medicare contract.
6. Administrative Ability
An organization must have sufficient administrative
ability to carry out the terms of a Medicare contract.
The same section of the regulations dealing with this
provision mentions that an organization may not have
any management, agent or owner who has been convicted
'. ~.,. :'.m~E' . . !":':'enses involving Medicare, Medicaid or
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Title XX. (The regulations are silent about what HCFA
thinks of other types of felons.)
7. Quality Assurance
HMOs are required under the Public Health Service Act
to have quality assurance programs which are evaluated
as part of the HMO qualification process. CMPs are
required to have quality assurance programs in order
to be granted a'Medicare contract. The quality assur
ance program of a CMP must "stress .•. health outcomes
to the extent consistent with the state of the art,"
must provide for peer review, collect and interpret
data systematically in order to make necessary changes
in the provision of health services, and include
written procedures for remedial action to correct
problems.
8. The Right to Inspect and Evaluate Records
The government has the right to inspect financial
records as well as records pertaining to services
performed under the contract and pertaining to enroll
ment and disenrollment of individuals. The right to
inspect extends to entities related to the HMO, a right
which was expanded in scope in the Omnibus Budget
Reconciliation Act of 1986.
9. Confidentiality of Records
The organization must adhere to relevant provisions of
the Privacy Act and is required to maintain the
confidentiality of the medical and non-medical records
of its Medicare members.
Which Office Does What. Where to Write. Who to Call. or: Putting
a Face on the Faceless Bureaucrats. We got even with H.L.
Mencken for all the terrible things he said about government
("men ••• so little moved by concepts of public duty and respons
ibility as, say, the corps of advertising agents, or that of
stockbrokers, or that of attorneys") by putting the massive
headquarters of the Social Security Administration and HCFA in
the Sage of Baltimore's back yard. One of the few HCFA offices
not in Baltimore is most of the Office of Prepaid Health Care
(OPHC). OPHC was recently formed through a merger of HCFA HMO
staff and the former Office of Health Maintenance Organizations
of the Public Health Service. OPHC was moved to Washington to
emphasize that the Department of Health and Human Services
would be giving high priority to the Private Health Plan Option.
The HMO accounting and systp.ms functions of HCFA have remained in
Bal t.imore.
.~,,!,.

..
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In order to obtain a contract, you must submit an application to
HCFA. Although there is an outside chance that the Post Office
would deliver your package if you addressed it simply "HCFA", it
might be a good idea to send it to:
Division of Contract Administration
HCFA Office of Prepaid Health Care
Room 4360--HHS North Building
330 Independence Ave SW
Washington, DC 20201
We can be reached by phone at (202) 245-0744, to obtain a
contract application or to chat about various and sundry sub
jects.
To obtain information and an application for Federally-qualified
HMO status or to obtain eligibility as a CMP, write to the Office
of Qualification of OPHC at the same address as the contract
office, or phone (202) 245-0779.
For information about the ACR process, you should contact:
Office of Financial Management
HCFA Office of Prepaid Health Care
320 Meadows East Building
6300 Security Boulevard
Baltimore, MD 21207
The Office of Financial Management (OFM) reviews and approves ACR
submissions and is also responsible for payment activities and
systems activities such as enrollment and disenrollment from
HMOs.
The OFM phone number is (301) 594-7997.
There are ten regional offices of the Health Care Financing
Administration. They are the principal point of contact for
HMOs after the HHO has a Medicare contract.
The main function
they perform is to monitor the performance of contracting HMOs
through on-site visits, a function performed jointly with the
Office of Compliance in Washington. Any marketing material that
an HMO prepares that is not submitted with the original appli
cation submitted to the Division of Contract Administration has
to be reviewed by the servicing HCFA regional office. The
regional offices answer most beneficiary inquiries and investi
gate complaints about an HMO. They perform valuable technical
assistance functions in the day-to-day Medicare operations of an
HMO, including resolving problems an HMO may be having with
mp.mbership data being submitted to HCFA, Medicare coverage
issues,
liaison with Social Security offices and Medicare fiscal
intermediaries, and advice to the lovelorn.
In other words, the
regional office contact pez:s.on is a good person to get to know,
thOll~h you will also hav.f'_
·'irv5.~i
.,
~ontract Administration
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contact person, as well as individuals assigned to your plan at
the Office of Compliance and OFM.
The Steps of the Contracting Process, or: The Waiting Game.
Before submitting a request for a Medicare contract, either as a
part of a Federal qualification or CMP eligibility determination,
the applicant usually phones HCFA, if for no other reason than to
obtain the most current application forms and accompanying
explanatory material. Once you have decided that you want a
Medicare contract, this is more or less what happens:
1.

The purpose of an application for a Medicare contract
is to allow HCFA to determine whether you meet all the
requirements for the granting of a contract, as listed
above, and to determine whether you have a sufficient
understanding of how the requirements are to be
implemented. The application includes questions
regarding the types and number of providers the plan
will use, a listing of benefits, a description of
Medicare marketing strategy, copies of marketing
material to be used (including the evidence of coverage
or subscriber agreement listing membership rules,
enrollee rights, plan benefits, how to use the plan to
obtain services, information on obtaining services
after hours or in an emergency in or out of the
service area, how to file claims from non-plan provid
ers. and, most importantly, the lock-in requirement),
the quality assurance plan, enrollment and disenroll
ment procedures, including a description of how the
plan will meet the open enrollment requirement, the
plan's grievance and Medicare appeals procedures, etc.
As part of your application submittal you will specify
what billing option you are choosing. There are three
possible options, and HCFA highly recommends that you
choose option C: option A is payment through the
Medicare intermediary for all inpatient hospital and
SNF services--in other words, you will not r(~eive any
Part A AAPCC payments from HCFA, and even though you
may have contracts in place to obtain hospital services
at a discount, HCFA will pay all inpatient services at
the Hedicare rate. Und~r option B, you specify which
hospitals and skilled nursing facilities you have
payment arrangements with, and HCFA pays all the rest
while Withholding from your monthly capitation an
estimate of how much HCFA will have to pay through its
fiscal intermediaries to flon-plan hospitals and Skilled
nursing facilities. But of course you will settle on
option C (having read a paper furnished to you by OPHC
entitled "Choosing a Billi~~ Option for Medicare"),
because all bills will
i}es$~by the HMO, which
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will be able to negotiate rates, deny payment for
non-emergency out-of-plan services rather than relying
on a Medicare fiscal intermediary to do so (the
decision of the intermediary is final and binding on
the HMO), and at the same time you will be able to pay
the Medicare DRG rates for out-of-plan emergency care.
You should also be aware that HCFA is attempting to do
away with options A and B altogether through a change
in the law.
And to be frank about this, option B is a
lot of work for"HCFA, as well as for a health plan,
because there is a reconciliation done to determine
exactly how much should have been withheld from an HMO
for payments to out-of-plan providers. This reconcil
iation process can take several years to accomplish.
If the organization wishes to apply as a competitive
medical plan (CMP), you submit a combined application
to the Office of Prepaid Health Care (OPHC). The
Medicare sections of the application are reviewed by
the Division of Contract Administration (DCA), and your
DCA reviewer will most likely accompany the review team
from the Divisions of Qualification Analysis that will
decide whether you meet the criteria for designation as
a CMP.
If you wish to become a federallY qualified HMO
you may also submit a combined application for HMO
qualification and the granting of a Medicare contract;
there will be a site visit to qualify you as an HMO.
If you are already a federally qualified HMO you submit
a "freestanding" applicatiori for a Medicare contract
reviewed solely by DCA. The evaluation of the Medicare
contract application by DCA will also involve a site
visit in many cases. For any of these situations, an
ACR proposal must be submitted to the Office of
Financial Management in Baltimore. Then you wait.
2.

The Medicare application, or the Medicare portions of
your combined application, are reviewed by DCA and
comments are sent back to you (such as: "You have the
Medicare member appeal rights all wrong in yr~r
marketing material," or "You can't disenroll~a Medicare
beneficiary just because he or she wants to change
doctors three times a month," or useful comments, such
as, "Nice print job--are you using a laser printer?").
Then we wait.

3.

You submit a reply to our comments, fix up your
marketing material, promise to obey every law in the
books, and whatever new laws Congress passes, etc.
Then you wait.

4.

In the meantime, your able accountants have submitted
a b~~utifully done ACR propoa.l. ~.iE~
You
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insisted that it be beautifully done because you know
that until the ACR proposal is accepted, DCA will not
sign a contract. Also in the meantime, you have had
your MIS or systems staff talking with the OFM syste~s
staff to make sure that when you have members to
"accrete" to your Medicare plan, your data submission
will be compatible with HCFA's requirements. Or you
may choose to submit your accretions and deletions
through Litton or CompuServe, each of which has a
contract with HCFA for the processing of health plan
accretions and deletions. One advantage to using
CompuServe or Litton is that you can have immediate
verification of Medicare eligibility and identifying
data so that your submission of an accretion will be
accepted by HCFA on the first try, and you will be
paid immediately for the new member. As far as
how the government pays the plan, once you have a
contract, you will be paid through electronic funds
transfer from the Treasury Department on the first day
of each month.
5.

Assuming you have qualified your HMO or have been
deemed eligible as a CMP, DCA finally tells you that
yes, you can have a contract.
In the middle of June,
we mail you three copies of a contract to sign and
return, and you notice, as your accountant is looking
over your shoulder, that the contract is for an
IS-month period, July 1 (since a contract must start
on the first day of a month) through December 31 of the
following year. Those **** bureaucrats have made a
mistake again, you are thinking, as your accountant
explains to you that this only for the initial contract
period, that you will be contracting on a calendar-year
basis soon because HCFA, being the good guys that they
are, is going to allow you to terminate the contract by
mutual consent just so you-can have a January to
December contract beginning the following year.
(You
obviously did not remember that you asked us for a
mutual termination for this reason, which is a pre-con
dition of our allowing a termination by mutual consent.
Another possibility is to accept an initial lS-month
contract: if you build in a projection for the AAPCC
levels for the following year, your AAPCC reimbursement
will change in January when the new rates take effect;
if you do not incorporate a projection for the new
AAPCC rates, you will continue to be paid at the
current year's rates through the entire IS-month
period. )

6.

You are done waiting. You now mobilize your Medicare
marketing forces, deluge the HCFA regional office with
brand new, ;~"lcv&tiv"! marketing materia:. .
-'~ i 1:'
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basis, and (alas) you wait again for the hordes of new
Medicare enrollees.
Why Do Medicare Beneficiaries Join a TEFRA Risk HMO, or: Would
You Tell Your Grandmother to Join One of These Plans. or Just
Your Mother-in-Law? You, the ACME HMO, the very pinnacle of HMO
achievement, are now ready to market to your prospective Medicare
members.
There are a number of good reason why a Medicare
beneficiary would want to' join the ACME HMO, your newly contract
ing HMO.
If you know someone who is on Medicare you know that
Medicare billing forms and the Medicare EOMB (explanation of
Medicare benefits) are no fun to deal with.
One advantage of HMO
membership is that for practically all services, Medicare benefi
ciaries do not need to complete any claims forms: no more shoe
boxes full of bills and correspondence. Although this is a great
advantage. especially to the friends and relatives of Medicare
beneficiaries, the principal consideration prompting Medicare
beneficiaries to join HMOs is financial.
Over 70~ of Medicare beneficiaries have supplemental insurance
policies to cover the charges not paid by Medicare, such as the
20~ physician services coinsurance.
In some areas, the cost of
this type of "Medigap" policy exceeds the premium that a Medicare
risk HMO would charge.
Many physicians do not "accept assign
ment" from Medicare carriers, meaning that in addition to the
required 20~ coinsurance that a beneficiary must pay and a $75.00
yearly deductible, the beneficiary must also pay any difference
between what the physician has billed and the "reasonable charge"
determined by the Medicare carrier, which is the upper limit of
payment to that particular physician for that service. Current
ly, Medicare covers, on the average, less than 50X of the cost
of beneficiaries' medical care.
HMOs with Medicare contracts are
permitted to charge Medicare members, in the form of a premium
and copayments, the actuarial equivalent of the coinsurance and
deductibles that is the average out-of-pocket expense for
Medicare beneficiaries in fee-for-service (a figure which does
not include amounts over and above what Medicare carriers
recognize as the reasonable charges). Thus, depending on the need
for health services, an HMO enrollee could face lower
out-of-pocket expenses compared to what the person would have had
to pay under fee-for-service.
HMO membership also permits
Medicare beneficiaries to budget specific amounts for medical
expenses, even though there may be no savings in choosing the HMO
option.
The extreme case, so to speak, of HMO membership being advantage
ous to Medicare beneficiaries exists in those competitive areas
in which the marketplace has established a zero premium as the
standard for TEFRA risk HMOs.
These areas include the areas
with the largest Medicare risk HMO enrollment in the nation,
South Florida and Southern Ca';fornia.
As of December 1987, over
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one third of all Medicare risk enrollees are enrolled in health
plans in these two areas.
Not only do most of the beneficiaries
in these areas have no premium, they also receive additional
benefits not covered by Medicare, including prescription drugs
and routine eyeglasses.
Beneficiarv Rights and Responsibilities. or: One Day You'll Be on
M~dicare Too.
If you are an HMO member, you know that you know
that you cannot go to any'doctor anywhere and expect your HMO to
cover the cost of the care.
If you are a Medicare beneficiary,
you may not know this--even if you enrolled in a Medicare-con
tracting HMO.
Explaining to Medicare beneficiaries how lock-in
HMOs works has been a major problem. This is true partly because
Medicare beneficiaries are accustomed to fee-for-service Medi
care, in which a beneficiary may use almost any provider and can
be assured that Medicare will pay some, if not all, of the costs
of the services.
It is also the case that some HMOs have
enrolled Medicare beneficiaries in ways that do not adequately
explain lock-in provisions--such as mail-in applications. HCFA
strongly recommends that there be a face-to-face discussion of
the requirements of HMO membership with prospective Medicare
members.
This may seem overly burdensome, but the consequences
of not providing an adequate explanation can be horrendous:
thousands of dollars in hospital bills that a Medicare bene
ficiary cannot pay and which the HMO refuses to pay because the
care was not authorized by the HMO and there was no emergency
preventing the member from obtaining the care through the HMO;
the consequent adverse pUblicity of an HMO forcing providers to
turn bills over to collection agencies; etc.
Among the beneficiary rights is the right to remain enrolled in
the health plan for the duration of the contract with the
government.
Involuntary disenrollment is permitted only if the
person loses entitlement to Part B of Medicare, defrauds the
health plan or permits abuse of the person's membership card,
fails to pay premiums or copayments, permanently leaves the HMO's
service area, or (people who write regulations like to mention
the obvious) death. There is a provision allowing disenrollment
~for cause.~ disruptive behavior that prevents the health plan
from rendering services to the member or other members; such
disenrollments have to have the prior approval of HCFA.
Beneficiaries are guaranteed certain appeal rights for decisions
made by an HMO regarding liability for Medicare services or
coverage of Medicare services. The appeal rights include a
provision which requires HCFA review of any decision that is
adverse or partly adverse to a Medicare member. HCFA review can
be followed by appeal to an administrative law judge (if the
amount in controversy is $100 or more), and, for cases involving
amounts of $1000 or more, review at the Federal court level.
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Beneficiaries may voluntarily disenroll from an HMO whenever
they wish.
The Consolidated Omnibus Budget Reconciliation Act
of 1985 (COBRA) requires the disenrollment to be effective the
first day of the month following the month of the request. As
of July of 1987, beneficiaries may also disenroll from an HMO
through any Social Security office.
What Is Different About Having a Medicare Member. or: A Cinch.
This Is Not.
The very naMe ACME instills confidence: ACME, we
assume, did everything right and achieved a 115% penetration
level in the first three days of open enrollment (after which
you hired a demographer to find out where the extra 15% came
from).
ACHE knew that evaluating whether the reimbursement
an HMO will receive from the government is adequate is a neces
sary step in determining whether an organization will contract
with HCFA to enroll Medicare members. Another factor to be
considered--which may be looked at as a "cost"--is that enrolling
Medicare members and providing services to them is not identical
to enrolling and serving a commercial population.
In the
commercial market, an HMO signs up a group and enrolls members
through the group; in Medicare the HMO must sign up individuals
one by one.
Thus, the marketing strategy is different: the
product is different, the means of making potential enrollees
aware of the product is different, and the target of marketing
is no longer a group and its representative, but is instead
an individual potential enrollee. These differences require an
H~O to expand its marketing staff, and most HMOs have established
a completely separate marketing department for Medicare.
There will also have to be a significant increase in the member
relations staff of an HMO, again perhaps by establishing a
totally separate department to deal with the Medicare membership.
For a variety of reasons, Medicare beneficiaries require more
"hand-holding" than do commercial members.
For example, either
the member relations staff or the marketing staff will be
responsible for assuring that Medicare members understand the
concept of "lock-in" or exclusive use of HMO providers. This is
an especially difficult concept to convey to Medicare bene
ficaries, most of whom are accustomed to freedom of choice of
providers under traditional fee-for-service Hedicare. The member
relations staff will also be responsible for dealing with
Medicare member grievances; and, along with the claims staff and
medical or legal staff in the HMO, the member relations staff
will probably be involved in the processing of Medicare appeals
cases which, under the law, must be reviewed by HCFA when the HMO
wishes to deny payment for claims or when the HMO denies a
requested service.
Medicare enrollment records are not solely internal to the HMO.
In order to be paid by HCFA, an HMO must send its enrollment and
disenrollment information to HCFA on a .onthly basis, via

,
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magnetic tape or by using a commercial firm (CompuServe or
Litton, currently) under contract with HCFA to process membership
data.
Medicare members may disenroll at any time and may do so
not only at the HMO or by writing to the HMO, but also at any
Social Security office.
For both the enrollment and disenroll
ment process, there are specific regulatory requirements regard
ing written notice to the member and provisions regarding the
timeliness of an HMO's actions.
The claims department of an HMO will be affected by a Medicare
contract in that claims volume will increase for non-plan
claims.
For one thing, given that Medicare beneficiaries are
higher utilizers of medical services, there will be a greater
number of out-of-plan claims for emergency and urgently-needed
services.
When a Medicare member uses an out-of-plan provider
because the lock-in is not understood, a claim will be submitted
as though the person were a fee-for-service Medicare beneficiary,
but the claim will, in almost all cases, be transferred to the
H~O from the Medicare carrier or intermediary (the Medicare
fiscal agent for processing claims).
Regulations require that an
HMO process each claim received for its Medicare members and
determine whether payment is or is not appropriate.
In its
coordination of benefits activities the claims department will
have to become aware of Medicare coordination rules, since under
a risk contract the HMO is in a sense acting as a Medicare fiscal
agent in making payment decisions.
The services that are covered under the Federal Medicare program
are broader than services that a Federally-qualified HMO is
required to provide to serve a commercial population. For
example, durable medical equipment and skilled nursing facility
services are not benefits usually available in a commercial
group package.
In addition to having to arrange such services,
the HMO has to assure that its utilization review staff is aware
of what is and is not covered under Medicare.
All of the above differences require the HMO to either expand its
staff or increase the responsibilities of its existingr~taff,
which in either case usually means increased costs.~!
Another significant difference that will have to be considered
in thinking about the consequences of obtaining a Medicare
contract is the difference in the method of reimbursement for
Medicare members. The government does not pay an HMO in the
same way that an employer group does, as explained above in the
section on AAPCC reimbursement. Consequently, an HMO will
need to revise reimbursement arrangements with its existing
providers and will need to develop reimbursement arrangeaents
with new providers (additional providers to expand capacity as
well as new provider types, such as skilled nursing facilities
and suppliers of durable medical equipment). Depending ~ the
contracts an HMO has with its providers, contracting with HCFA
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can significantly alter contractual arrangements.
In estab
lishing its guidelines for the ACR/APR computation explained
above, HCFA recognized that the utilization of Medicare members
is more frequent and more intensive than that of commercial
enrollees.
Naturally, if, for example, a physician is paid a
capitation by the HMO to treat HMO commercial members, the same
capitation would not be a reasonable payment to the physician for
a Medicare member.
If hospitals are paid a per diem rate for
commercial HMO members, that same per diem may not be appropri
ate for Medicare members. The new reimbursement arrangements to
take into account Medicare member utilization patterns need not
result in a decrease in revenue on a per member basis, but it is
important to know that there is more to Medicare contracting than
just signing a contract and watching the AAPCC rates go up every
year. Oh--and then there is the matter of Government oversight.
So After we Get a Contract We Never Hear from the Government
Again. or: ~hatever Happened to Big Brother?
As of now,
payments to HMOs are a minuscule part of HCFA's budget. Of
course, ~ne person's minuscule is another person's majuscule:
payments to HMOs are minuscule in the context of a budget for
Medicare health care expenditures that totals S80 billion. Any
time an organization can receive one billion dollars in payments
from the government over three years--as is the case with the HMO
that has the greatest number of Medicare enrollees--, there is
bound to be at least a slight amount of interest in having some
government oversight. From the point of view of Congress, which
has taken more than just a passing interest in this area,
Medicare beneficiaries are also constituents. Besides, what
would bureaucrats do if they didn't have oversight autho+ity?
Once any HMO--whether Medicare contracting or not--is qualified
or once a CMP is granted eligibility for a Medicare contract, the
Office of Compliance of the Office of Prepaid Health Care is
responsible for ongoing monitoring of the plan. The monitoring
is accomplished through self-reporting of financial and other
information by the HMOs and CMPs on a quarterly basist~hough if
certain criteria are met HMOs (but not CHPs) may repor~' this
information on a yearly basis.
Specific to Medicare is a monitoring process that is performed
by the Office of Prepaid Health Care and the ten regional
offices of HCFA. By the end of the first year of contracting,
each plan will have a monitoring visit conducted jointly by OPHC
and the regional offices during which the reviewers will deter
mine whether the health plan is complying with regulatory
requirements in such areas as insolvency arrangements and
legal and financial requirements for the entity as a whole, and
quality of care issues for all members. Specific Medicare
.nFliance issues that are reviewed include marketing practices,
enrollment/dise~ollment, claims payment, grievance and appeals
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procedures and quality of care issues. The reviewers follow a
specific written protocol in conducting the review.
After such a monitoring visit, a report is prepared and, if
necessary, the HMO is required to submit a corrective action
plan. Close monitoring of the plan continues until OPHC and the
regional HeFA office are satisfied that the problems have been
resolved. If the initial review goes well, there may not neces
sarily be a review of the same HMO for another two years.
Additional information about monitoring can be obtained from the
Office of Compliance, at the same Washington address of the
.Office of Prepaid Health Care listed above (telephone (202)
245-0554).
As explained in the next section, a system of review of the
quality of care rendered by HMOs and CMPs has recently been
instituted as a result of a Congressional mandate.
Every Familv Has Its Ups and Downs, or: Is He Going to Mention
IMC? If you were in Tananarive for the summer of 1987, you
probably did not read about the government's termination of its
Medicare·contract with IMC, the HMO in South Florida and Tampa
with 130,000 Medicare enrollees, and one of the original TEFRA
demonstration HMOs.
If you were in Miami for the summer, you
probably got tired of reading about it. Although the situation
resolved itself through Humana's purchase of IHC, the contract
termination and the events that led to the action were not
exactly HCFA's finest hour.
It is generally agreed, however,
that having I~C leave the Medicare risk program was beneficial
for. both HCFA and the HMO industry. The contract was terminated
for IMC's failure to adhere to the 50/50 rule (although it did
have a waiver of the rule, the health plan did not pursue
actively enough commercial enrollments) and failure to take
corrective measures in its management and finances that had been
requested by HCFA.
Over the brief history of Medicare risk contracting, a number of
new provisions of the law and regulation have been added that
reflect the concern of HCFA and Congress with questionable
practices by, mainly, IMC. For example, the Hay 25, 1984
publication of the proposed TEFRA risk contracting regulations
contained a provision that required all marketing material to be
reviewed and approved by HCFA before an HMO could use the
material. This requirement was dropped in the January 10, 1985
publication of the final rules, only to be added later by
Congress, through the Consolidated Omnibus Budget Reconciliation
Act of 1985 (COBRA). COBRA also required that HMOs immediately
disenroll Medicare beneficiaries who requested disenrollment as
of the first day of the month following the beneficiary's
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request; previously an HMO could retain a Medicare member for up
to 60 days before disenrollment was effective.
The Sixth Omnibus Budget Reconciliation Act of 1986, OBRA,
introduced more requirements and restrictions on HMOs. The
importance of the 50/50 requirement was re-emphasized as Congress
limited the availability of waivers to government entities or to
HMOs serving areas in which the Medicare/Medicaid population
exceeds 50% of the total area population. Sanctions are to be
imposed if an HMO fails to meet the 50/50 requirement: new
enrollment can be prohibited or HCFA can permit new enrollment
but the HMO will not be paid for the new enrollees.
IMC was one
of the health plans that was granted a waiver of the 50/50 rule
under the prior, more liberal, criteria.
OBRA requires HMOs to inform Medicare members of their rights
when the beneficiaries join the HMO, and annually thereafter.
It was also OBRA that brought about the option of disenrollment
at Social Security offices for Medicare HMO members.
OBRA expanded the role of peer review organizations (PROs), and
a new type of entity referred to as a quality review organization
(QRO) in monitoring the quality of care at HMOs by requiring
PRO/QRO review of HMO inpatient care and ambulatory care.
PROs
and QROs are charged with the responsibility of investigating any
complaint submitted to a PRO/QRO by a beneficiary regarding the
quality of care rendered by an HMO. OBRA provides for civil
monetary penalties against an HMO if it is found that the HMO
substantially failed to provide adequate care.
OBRA also mandated that there be a study of the physician
incentive arrangements in hospitals reimbursed through the
Medicare prospective payment system (DRGs) as well as incentive
arrangements in HMOs, with a view towards imposing restrictions
on the types of incentive arrangements that have an adverse
effect on patients' care.
One can only speculate what changes in the law, if any, there
would have been if IMC had never had a Medicare contract.
Conclusion, or: A Definite Maybe to Risk Contracting. If you
understand how Medicare HMO reimbursement works, and if you
understand that dealing with the Medicare population is diff~rent
from dealing with -group accounts in more than a few minor ways,
then you should have no difficulty in deciding whether it is
feasible to enter into a Medicare risk contract with HCFA. The
key determinant of whether an HMO wants a Medicare contract will
be the reimbursement issue. Preparation of an ACR submittal to
HCFA should not be just an exercise in accounting and statistics
to satisf~ a regu~:~~ory requirement. Without knowing how much
the government ~ll pay and how much it will cost to render
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Medicare services in a risk plan, there can be no reasoned answer
to the question of whether it is a wise business decision for a
particular HMO or CMP should have a risk contract. This is
evident from the number of contract non-renewals for this year:
of the 157 HMOs and CMPs that had risk contracts with the
'
government in 1987, 29 of "them--almost one in five--chose
not to continue contracting with the government in 1988, with
several plans reducing the service are of their Medicare con
tracts.
Four of the plans never had any enrollees, and five
were not renewed due to mergers. The total number of enrollees
affected was a small number, about 8% of all Medicare risk
enrollees; 15 non-renewing plans had fewer than 1500 enrollees.
Still, this is a significant number as compared to the prior
year's figures (a total of seven) and considering that 1988
reimbursement rates went up an average of 13% over 1987 levels.
The reason given by most plans for deciding not to renew is
"AAPCC rates too low." A complete reason is more likely, "The
AAPCC rates were too low for the costs we incurred because
(choose one or more: ) ... we had adverse selection ••. utilization
was way beyond what we expected .•. we projected the wrong enroll
ment mix .•. we did not get a sufficient number of enrollees to
have a good risk base ... and because the rates were too low we
could not get providers to contract with us for Medicare mem
bers ..... The many factors that would lead an HMO to not renew a
Medicare risk contract are obviously the factors that must be
considered before an entity decides whether to contract with HCFA
on a risk basis. You can either consult an astrologer or you can
go to the trouble of developing good data that will tell you
whether your health plan should contract or not. There are 31
million Medicare beneficiaries out there eagerly awaiting your
decision.

